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Despite the "large" increases in German GDP growth-from 1.3 percent in 1996 to 2.2 percent in 1997 to a projected 2.7 percent in 1998-the average German worker would likely view the nation's economic performance as dismal. Employment has declined every year from 1992 to 1997 and is not expected to change in 1998. The unemployment rate hit a re c o rd high of 12.4 percent in the first quarter of 1998 and remained high at 10.9 percent in the second quarter. The bleak employment situation is the result in part of corporate re s t ructuring and rationalization and in part of pressures in the financial sector.
The rise to power of a Social Democrat-led coalition in the recent Germ a n elections has raised concerns in some quarters and hopes in others for the n a t i o n 's economic prospects. However, the productive and financial challenges facing the German economy are so deep-seated that the change in political power may not be in itself sufficient to confront these challenges. In this brief, Research Associate Mary O'Sullivan analyzes the genesis and character of these challenges from the perspective of corporate govern a n c e . The postwar system of corporate governance that developed in We s t G e rmany is based mainly on a set of nonmarket institutions. Serious strains in the last two decades have created strong pre s s u res to move toward an American-style system that emphasizes mobility of financial re s o u rces and managerial re w a rd based on stock market perf o rm a n c e .
The roots of the productive challenges lie in the decline of Germ a n competitiveness in international product markets. Corporations have responded by cutting employment and limiting growth in employee compensation to contain costs. However, according to the author, in focusing on costs and short-term productivity, corporations are ignoring the organizational changes-for example, encouraging cro s s -f u n c t i o n a l integration among employees-that are required to generate innovation and build long-run competitive advantage.
The financial problems of the system have stemmed both from the remarkable growth of wealth in the postwar German economy and from g rowing intergenerational dependence. Germans have been moving their accumulating financial assets out of savings deposits in banks to h i g h e r-yielding instruments such as insurance, fixed-income securities, and mutual funds, thus leading to a demand for greater financial liquidity. Intergenerational dependence and associated problems in financing the pension system can be attributed to demographic factors such as rising longevity and falling fertility rates, but other factors are also at work, such as companies' use of early retirement schemes as a low-cost means of downsizing, the extension of benefits to workers in the former East G e rm a n y, and the easing of qualifications for disability benefits to include a labor market criterion in addition to the usual health criterion.
A c c o rding to O'Sullivan, attempts to improve financing within the existing pay-as-you-go framework have been ineffective. If the employment situation does not improve and the pension-financing crisis deepens, a move toward a funded pension scheme with some degree of privatization seems inevitable. While the consequences of such a move for an equitable provision of old-age benefits may not be positive, powerful financial institutions do stand to gain from it through increased profits from asset management. The vigorous efforts of these institutions to promote an "equity culture" have had limited but growing success.
O'Sullivan argues that a coalition may be formed between financial i n t e rests and high-level corporate managers to transform the corporate g o v e rnance system to one emphasizing "shareholder value," similar to the American system that emerged in the 1980s. An important diff e rence between the two countries that would act as a bulwark against such a transformation is the relative strength of the German labor movement. But, O'Sullivan points out, a strong labor movement does not ensure that the foundations for sustainable growth can be rebuilt. Both labor and financial interests may persist in their independent strategies to maintain their respective shares in the national pie without any consideration of whether these shares can be supported if fundamental organizational changes are not made. 7 The Jerome Levy Economics Institute of Bard College Corporate governance is concerned with the institutions that influence how business corporations allocate re s o u rces and re t u rns. Specifically, a system of corporate governance shapes who makes investment decisions in corporations, what types of investments they make, and how returns from investments are distributed. In addition to its importance for business enterprises, how corporations are governed has important international, national, and regional economic consequences. Retained earn i n g sundistributed profits and capital consumption allowances-have always provided the financial resources for investments in physical and human capabilities that can make economic development possible. How major corporations allocate their vast revenues is a matter of strategic choice, and the strategic choices of corporate decision makers have pro f o u n d effects on employment opportunities and income levels.
The politics of corporate governance is perhaps most obvious with respect to how corporate re t u rns are allocated, for example, to higher wages, dividends, and reinvestment. Even more important, however, is the politics of who is endowed with strategic control over corporate investment and what kind of investment choices they make. The investment choices determine which productive capabilities are developed and, therefore, who is included in the process that generates wealth in the economy.
Corporate governance has, in recent years, become a highly charged political issue in Germ a n y. 1 Since 1993, when Germany entered its worst recession in postwar history, there has been an escalation of the pere n n i a l debate about I n d u s t r i e s t a n d o rt Deutschland, or "Germany as an industrial location." Employers claim that high wages, short working hours, tight Corporate Governance in Germ a n y labor market regulations, and high taxes have undermined Germ a n y 's i n t e rnational competitive position. A wave of corporate layoffs has swept t h rough industry; the Kiel Institute estimated that 1.3 million jobs, or 15 p e rcent of Germ a n y 's manufacturing employment, were lost from 1991 to 1996 (New York Ti m e s, July 13, 1996) and the trend has continued unabated into 1998 even as corporate profits have improved. Employers w a rn that companies will be forced to relocate production abroad if drastic re f o rms of corporate stru c t u res, and of the foundations of the social market e c o n o m y, are not undertaken to guard the bottom line. Prominent corporate managers have been calling for an increased focus on "share h o l d e r value," even if it comes at the expense of social cohesion.
In emphasizing the need to "create value for shareholders," these managers are expounding a view that has dominated Anglo-American debates on corporate governance for more than a decade. According to the shareholder view, shareholders are the "owners" or "principals" in whose interests corporations should be run; when corporations are run to maximize shareholder value, the performance of the economic system as a whole, not just the interests of shareholders, will be enhanced (see, for example, Alchian and Demsetz 1972; Fama and Jensen 1983; Jensen, 1986; Hart 1995; Shleifer and Vishny 1997) . From this perspective, corporate governance is about efficiency not equity; it is an economic not a political issue, and, indeed, to the extent that politics intervenes in matters of corporate governance, economic efficiency will suffer.
The shareholder view holds that free mobility of financial re s o u rc e s leads to superior economic performance. Nothing should inhibit the free flow of financial resources from one use to another, and any impediment to that flow is an imperfection in the market. The central implication of the shareholder argument is that the market should ultimately decide the optimal allocation of corporate resources and returns. Shareholders may have to rely on managers to perf o rm certain functions to run the corporation, but so long as the system of corporate governance ensures that corporate managers are induced or constrained to act in accordance with the dictates of financial markets, the optimal allocation of corporate resources and returns will be ensured.
It is surprising that a perspective that stresses financial mobility is gaining g round among influential German corporate managers, bankers, and academics. Only a short time ago the availability of "patient capital" ( o r, long-term commitment of financial re s o u rces) on the basis of close b a n k -i n d u s t ry relations was re g a rded as the critical strength of the German postwar system of governance in comparison with its U.S. and British c o u n t e r p a rts (see Albert 1991; Porter 1992; Streeck 1995) . The striking re t reat from this interpretation of the German system grew out of the c o n c e rns about a decline in German industry 's ability to compete and by the apparent re s u rgence of U.S. industry 's competitive position in the 1990s.
How do we explain the retreat from the patient capital position? Was it wrong to begin with? Has it simply become outdated? To the contrary, the patient capital argument captures a critical dimension of economic activity-innovation, or the process through which resources are developed and utilized to generate higher-quality and lower-cost prod u c t s than had previously been available. The strength of the patient capital a rgument is that it recognizes that innovation takes time and hence requires a long-term commitment of financial resources. P roponents of the shareholder view, like their neoclassical cousins, ignore the process of innovation as a central phenomenon in determining the performance of corporate enterprises and the economy in which they operate. 2 They argue that enterprises should allocate their financial re s o u rces to investment opportunities that offer the highest expected rates of return to shareholders. This view assumes that shareholders consider alternative opportunities as somehow "given" and that they will not be engaged in creating new opportunities for generating returns.
Given the centrality of innovation to the improvement of an economy's performance over time and relative to other economies, the neglect of innovation by the shareholder view renders it wholly unsuitable as a basis for corporate governance in dynamic economies. But the patient capital argument also has a critical weakness: it cannot explain why, in an environment where patient capital is available, investments sometimes fail to generate innovation. This failure made the patient capital argument vulnerable to allegations by shareholder value proponents that corporate managers had grown "fat and lazy."
This weakness of the patient capital argument is rooted in its unwillingness to move beyond financial issues to take account of the org a n i z a t i o n a l
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The Jerome Levy Economics Institute of Bard College 9 re q u i rements of innovation. Underlying the innovation process is a learning process; higher-quality and lower-cost products result from changing old ways and learning how to do some things diff e re n t l y. Comparative and historical studies of economic development in advanced economies supp o rt the proposition that the learning process that generates innovation is collective and cumulative, that is, it is organizational (Chandler 1977 (Chandler , 1990 Fruin 1992; Hounshell 1984; Kocka 1980; Best 1990; Lazonick 1990a) . Financial commitment is a necessary but not sufficient condition for innovation.
Since innovation is an organizational rather than a financial pro c e s s , those who exercise corporate control exercise a form of social contro l . Whether the mechanisms for channeling financial resources in an economy contribute to or detract from the development and utilization of p roductive re s o u rces depends on how they relate to the social foundations of innovation. For example, even when corporate strategists are willing and able to commit resources to innovative activities, there is no assurance that they will do so in a way that maximizes the skill base that is integrated into the process of organizational learning. Innovation may be based on an exclusive learning process-strategic development of the abilities of and incentives for a small group of employees at only a few levels of the organizational hierarchy-or on an inclusive learn i n g p rocess-strategic development of the abilities of and incentives for many employees throughout the organization. How corporate control is vested and exercised influences the availability and quality of employment opportunities in the corporate economy and also influences patt e rns of social inclusion and exclusion that go beyond the corporate enterprise.
F rom this developmental perspective, corporate governance must be analyzed in a way that explicitly confronts its political as well as its economic dimensions. If we are to understand why the German system of corporate governance has recently become such an important issue, we must understand the political and economic foundations of the postwar system and the external and internal challenges to those foundations.
The rest of this brief falls into four parts. In the first part I identify the key elements of the German postwar system of corporate governance and its political economy. Although the central institutional foundations of prewar managerial control-intercompany shareholding and close bankindustry relations-persisted after the war, the system of corporate governance was transformed beyond its narrow prewar confines through the institution of codetermination. These and other social conditions, especially the apprenticeship system, supported the organizational integration of re s o u rces in German business enterprises. Collectively, these conditions enabled German companies to achieve considerable success in industrial sectors in which competitive advantage depended on high quality more than on low cost.
In the second part I discuss the pressures now confronting the German system of governance. First, coming into the 1990s, German industrial companies faced intensified competition from their Japanese counterparts in industrial segments in which the Germans had previously been unrivaled. The Japanese competition presented a challenge to the social foundations on which German enterprise had successfully competed in the past and so demanded a political as well as an economic re s p o n s e f rom the German corporate economy. Second, in recent decades, as Germans have grown wealthier, they have been moving their wealth out of bank deposits (primarily savings deposits) and into market-based instruments. This trend, combined with concerns about the adequacy of the current system of pension funding, has increased the demand for higher re t u rns on financial assets, especially corporate securities. As a result, there are growing pressures for financial liquidity in the German economy.
In the third part of the brief, I document some of the responses to these productive and financial challenges from key interest groups, in particular, labor, employers, and financial institutions. I conclude in the fourth part with implications of these responses for the future of German corporate governance.
The Postwar System of Corporate Govern a n c e A system of corporate governance, if it is to support innovation, must generate the social conditions-specifically, financial commitment and organizational integration-that permit collective and cumulative learning to take place. Financial commitment is the commitment of resources to irreversible investments with uncertain returns. It involves the social relations that are the basis for an organization's continuing access to the financial resources required for sustaining the development and utilization of productive re s o u rces. Organizational integration is the integration of an organization's human and physical resources into a process to develop and utilize technology. It involves the social relations that provide incentives to the participants in a complex division of labor to integrate their capabilities and eff o rts in order to generate org a n i z a t i o n a l learning.
O rganizational integration and financial commitment together support " o rganizational control" over the critical inputs in the innovation p rocess: knowledge and money. These inputs are not commodities but reflect the social relationships to the organization of those who supply knowledge and money. Without institutions that support organizational control, business enterprises cannot generate innovation through strategic investment in collective and cumulative learning processes (Lazonick and O'Sullivan 1996) .
In the late nineteenth and early twentieth centuries the competitive success of major German enterprises was built on a system of managerial c o n t rol. Managers were integrated into the organizational learn i n g p rocess and managerial "insiders" had control over the allocation of resources and returns. During the Weimar period attempts were made to integrate the institutions of worker apprenticeship and codetermination into the system of governance. Although these institutions have ro o t s going back to the medieval guilds and the Bismarckian era, respectively, the attempts failed (Kocka 1980; Chandler 1990; Lazonick and O'Sullivan 1997b) .
Immediately after the war, in reaction to the abuse of concentrated power to which managerial control led during the Nazi period, there was considerable political support for transforming the system of corporate governance. The declared intention of the Allies, particularly the Americans, was to break up the concentration of economic power in G e rman industry and banking and to replace it with market contro l . But the onset of the Cold War and the perception of the West Germ a n economy as a bulwark against the Soviets led to a decline in commitment to this path. Many of the industrial enterprises on which the postwar German economy relied were the enterprises that had been dominant before the war, and prime aspects of prewar managerial c o n t ro l -n a m e l y, intercompany shareholding networks and close b a n k -i n d u s t ry relations (as practiced via ownership of company share s by banks, banks' involvement in the superv i s o ry boards of companies, and the banks' role as the trustees for their depositors' share s )remained strong in the postwar decades (Esser 1990; Edwards and Fischer 1994; d'Alessio and Oberbeck 1997; O'Sullivan 1998c; Lazonick and O'Sullivan 1997b) .
These institutions played an important role in insulating German enterprises-large firms as well as the producing sector as a whole-from market control. But, in Germ a n y, as in all of the advanced industrial economies, the most important source of insulation from market control was enterprises' access to internally generated funds, which re n d e re d most of them relatively independent of external sources of finance (Dyson 1986; Esser 1990, Edwards and Fischer 1994, 228-240) . If anything, German enterprises were, and continue to be, more reliant on i n t e rnal funds as a source of investment finance than several of their c o u n t e r p a rts in other advanced industrial economies (Mayer and Alexander 1990; Hall 1994; Corbett and Jenkinson 1996) .
One critical diff e rence between the German system of corporate governance before and after the war is the shift in organizational contro l resulting from the adoption of some degree of cod e t e rm i n a t i o n . C od e t e rmination consists of two key elements: employee re p re s e n t ation on the superv i s o ry boards of enterprises and works councils, which operate at the plant level. The direct control that workers exerc i s e over the allocation of corporate re s o u rces is limited. The control exercised by labor re p resentatives on superv i s o ry boards is constrained by the fact that these boards, in general, play only a small role in corporate decision making (Gerum, Steinmann, and Fees 1988) . The power of works councils is limited by a statutory ban on strikes to enforc e workplace demands and by the fact that works councils are legally bound to act in a manner that promotes the overall health of the enterprise (Müller-Jentsch 1986 . More o v e r, works councils' c od e t e rmination rights may be strong with respect to social and personnel matters, but they are weak with respect to financial and strategic issues. Yet, even in areas where they do not have formal c od e t e rmination rights, works councils can delay management decisions through strategic use of their rights in other areas (Müller-Jentsch 1995; Markovits 1986) . However limited the powers extended to workers and whatever difficulties the labor movement has in coord inating those powers to put them to the best use, cod e t e rmination has extended corporate governance in German industry beyond the narrow prewar confines of managerial contro l .
Another institution that supported the organizational integration of re s o u rces in postwar German business enterprises was the system of apprenticeship (known as the "dual system"). Apprenticeship provided the institutional support for the inclusion of workers, along with managers, in the processes of organizational learning. The German experience thus is quite different from that of the United States where, to a l a rge extent, workers have been excluded from organizational learn i n g in the postwar decades (Montgomery 1987; Brody 1993; Gord o n , Edwards, and Reich 1982; Lazonick 1990b) .
C od e t e rmination, intercompany shareholding, and close bank-industry relations make it difficult to pinpoint exactly where control resided in major German enterprises in the postwar decades. Who exercised control in a particular enterprise depended on the articles of association that defined the responsibilities of the various organs of the corporation, the organizational structure that a holding company put in place to manage its participation, and the degree of integration with the operations of the parent company. But, whatever the variations among firms, the institutions discussed above, as well as other elements of legal and financial regulation (Franks and Mayer 1990) , ensured that control over the allocation of corporate re s o u rces and re t u rns was an organizational rather than a market phenomenon.
O rganizational control played a crucial role in the strategies of companies competing on the basis of quality. It allowed them to develop a competitive advantage in markets such as luxury automobiles, precision machine tools, and electrical machinery-industries that until recently qualified as stable technology. The prevalence and success of high-quality, nichemarket strategies in the German economy and, more fundamentally, the social foundations of innovation and development that supported these strategies can be readily seen in the stru c t u re of the country 's foreign trade.
In 1979 the leading German exports were electrical and nonelectrical m a c h i n e ry (which together amounted to DM 78.2 billion), chemicals and p h a rmaceuticals (DM 58.8 billion), and road vehicles (DM 50.3 billion). Combined, these industries accounted for 62.3 percent of manufacturing e x p o rts (OECD 1996, 146-147) . Where the postwar system of organizational control has been least successful is in computers, semiconductors, and telecommunicationsindustries that came into existence or were completely transformed after the war by the development of electronics technology. Some companies competed in the new industries, for example, Siemens and Bosch in telecommunications, but in general German enterprises failed to establish a competitive advantage in these markets (see Malerba 1985; van Tulder and Junne 1988; Sachwald 1994) .
The system of governance had an important influence not only on how wealth was generated but also on how that wealth was distributed. It ensured that employees participated in the fruits of industrial success and that the accumulation of wealth was not accompanied by gro w i n g inequality in its distribution (Streeck 1995) . It also facilitated spreading the social costs of industrial rationalization. Plans to protect workers in the event of mass layoffs were pioneered in the Montan (mining and basic metal) industries (in coal in 1957 and in steel in 1963), where parity representation had been established and unions were strong (Bosch 1990, 31) . These plans were to form the basis for the compulsory requirement of the Works Constitution Act of 1972 that any firm with more than 20 employees must negotiate a social plan with its works council before carrying out any major restructuring.
The early social plans relied primarily on financial compensation to sustain redundant employees while they looked for new jobs (Bosch 1990, 31) . From the mid 1970s, as the opportunities to find alternative jobs diminished, the plans relied heavily on early retirement schemes to ease the burden of downsizing. Employers went along with these plans because they allowed them to reduce labor forces substantially without massive labor strife and the cost was heavily subsidized by federal p rograms. Particularly important was the early re t i rement program for unemployed workers. An employee who was made redundant at age 59 could draw unemployment benefits for a year and then qualify for a
The Jerome Levy Economics Institute of Bard College 15 pension from the federal government at age 60. Employers made extensive use of this scheme by "firing" workers at 59 and supplementing the unemployment and pension benefits that they received from the government (Bosch 1990, 34; Abraham and Houseman 1993, 26-27) .
The burden of rationalization was distributed through the use of the state's short-time working program. If employers reduced the work hours of their employees with the works council's approval, employers paid them only for the hours they worked and the Federal Labor Office paid them a prorated amount of the statutory unemployment benefits for the hours they did not work. The program was made increasingly generous during the 1970s. For example, between 1969 and 1975 the duration of short-time benefits was gradually extended from a maximum of 6 months to 24 months. Thus, companies engaged in long-term restructuring could minimize layoffs by using short-time work schemes while their workforce was being reduced through attrition and through early re t i re m e n t (Abraham and Houseman 1993, 25 ).
The German system of organizational control has proven most successful in advancing the interests of skilled, male workers in industries in which their re p resentation is strongest and the organizational integration of their skills is critical to competitive success. These workers gained most from the rising prosperity of the postwar decades. The system has been, h o w e v e r, much less of a boon to contingent members of the labor f o rce-those foreign workers euphemistically called Gastarbeiter ( g u e s t workers)-and to women.
The importance of guest workers in the labor force grew steadily in the decades after the war to reach 8.1 percent of total employment in 1970 (Giersch 1992, 127) . They have tended to be treated as a buffer stock of flexible labor to insulate the domestic workforce from layoffs, as evidenced by the relatively higher unemployment rate for foreign workers in the latter part of the 1970s and during the 1980s (Abraham and Houseman 1993, 124-125) . In times of recession foreign workers have often been "persuaded" to re t u rn to their citizen countries; indeed, in 1983 the German government offered payments to foreign workers who were unemployed or on short-time work if they left Germany with their families (Abraham and Houseman 1993, 125) . 3 H o w e v e r, significant attempts have been made to give these workers the chance to improve their employment opportunities, especially by encouraging them to participate in the apprenticeship system.
Women have not participated in the gains of economic development to the same extent as men. Their employment opportunities have, in general, been more limited than those available to men. The workforce participation rate of German women was around 40 percent in the 1960s and 1970s, one of the lowest rates in the advanced industrial economies. Moreover, women who did participate were disproportionately concentrated in low-skilled jobs. This pattern may be partly attributed to a s h o rter average length of employment than their male counterpart s . Because of the emphasis on continued education as the means to promotion in the German employment system, a shorter period of employment is a particular handicap to women's career advancement (Abraham and Houseman 1993, 114-123) .
Challenges to the German System of Corporate Govern a n c e
Various challenges to the postwar system of organizational control have e m e rged in the last two decades. Some of these challenges arise fro m e x t e rnal sources, such as the processes of European integration and German reunification. The more powerful challenges, however, are productive and financial pre s s u res that are related to the stru c t u re of the G e rman economy. Failure to maintain competitive advantages, especially vis-à-vis Japan, even in high-quality niches, has threatened the acceptance of the postwar system of governance. Pressures for financial liquidity have also increased, driven by those who have accumulated substantial holdings of financial assets and by those who are concerned about the system of pension provision.
P roductive Challenges
Innovation takes place in a competitive context; whether products are considered higher quality or lower cost depends on the quality and cost of competitors' products. Since the competitive context varies acro s s industries and over time, so too does the innovation process. Social institutions that in one time and place support successful investment strategies and organizational learning processes may prove unsuitable as a basis for competitiveness as the financial and organizational re q u i rements of the innovation process change. To understand the relationship between social institutions and innovation, we must therefore also consider the dynamics of competition.
In the late 1960s and 1970s new industrial competitors, in particular the Japanese, mounted competitive challenges to German industry as they had to the American industry. Producers whose competitive advantage rested on their ability to produce high-quality products managed to avoid direct confrontation with Japanese competitors. Some companies in more cost-competitive segments, such as high-volume car production, managed to re o rganize their production processes to move to higher value-added strategies to avoid the Japanese threat (Jürgens, Malsch, and Dohse 1993, 59-62; Streeck 1989) .
H o w e v e r, by and large, companies in cost-competitive industries failed to develop distinctive bases of competitive advantage. In these industries the root of the competitive success of the Japanese was their relative strength in p rocess innovation. Organizational integration was prevalent in both G e rmany and Japan, but diff e rences in the nature of organizational learn i n g and the social institutions that supported it led to important diff e rences in the innovative capabilities of enterprises. In Germany the org a n i z a t i o n a l s t ru c t u re of the enterprise derived from an industrywide strategy to set high quality standards, whereas in Japan the stru c t u re derived from an individual enterprise strategy to engage in continuous problem-solving to cut costs.
In industries such as steel and consumer electronics, the competition fro m Japanese companies proved formidable and resulted in major job losses in G e rman companies throughout the 1970s and in the early 1980s; employment in iron and steel, for example, fell from 624,000 in 1979 to 473,000 in 1991 (OECD 1996) . In contrast, production and employment expanded in sectors of particular German strength. From 1979 to 1991 employment increased from 971,000 to 1,077,000 in nonelectrical m a c h i n e ry (excluding office and computing machinery), from 876,000 to 963,000 in transport equipment, from 923,000 to 987,000 in metal products, from 996,000 to 1,118,000 in chemical products, and from 578,000 to 677,000 in electrical machinery (excluding radio, television, and communication equipment). The export perf o rmance of these industries also was extremely strong, especially in the second half of the 1980s.
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As a whole, the German economy continued to grow during the 1980s and the reunification process prompted a further upsurge in economic performance. However, although unemployment remained lower than in the United States for most of the decade and much lower than in most other European countries, it did rise substantially in the early 1980s. When the dust settled in the early 1990s, it became clear that throughout the 1980s the competition that German enterprises faced on international product markets had intensified (especially from Japan) and that reunification had created some structural problems. By 1992 the German economy had plunged into the worst recession since World War II. Among the industries hardest hit were automobiles and machine tools, the great bastions of German postwar industrial strength.
A symptom of serious underlying problems in the automobile industry was the rapid growth of automobile imports to Germany during the 1980s. Moreover, a substantial proportion of German export gains in the 1980s had been won in European markets that were still relatively protected from Japanese competition (Keck 1993, 136) . Concerns about the automobile industry 's competitiveness were heightened by the publication in German in 1991 of The Machine That Changed the World, an MIT study of the world auto industry in which the European plant held up to unfavorable scrutiny for its low productivity was Daimler-B e n z 's most important assembly plant (Womack, Jones, and Roos 1990) .
Symptoms of emerging competitive problems in the machine tool industry w e re discernible in the 1980s. Japanese prod u c t i v i t y, measured by value added per employee, was double that of German machine tool companies t h roughout the 1980s (Finegold et al. 1994, 37) . In part, the diff e re n c e can be attributed to the longer hours worked by the Japanese; in 1990, hours worked per employee in Japan was 2,197 compared with 1,604 in G e rm a n y. But the perf o rmance of the Japanese also reflected their success at integrating human and physical re s o u rces to generate continuous innovation (Finegold et al. 1994, 23) . The traditional competitive advantage of German machine tool producers was their ability to produce highq u a l i t y, customized machines for which cost considerations were secondary in influencing demand. By the 1990s, however, Japanese competitors had improved their standard machines so that they could perf o rm many functions previously possible only with highly specialized machines (Schumann et al. 1994; Herrigel 1996, 37) . G e n e r a l l y, in machine-based industries in which process innovation is important in driving down costs, the Japanese have been able to move into pro g ressively higher quality market segments at lower unit costs. Industries in which the Germans were previously unrivaled (such as precision machine tools and luxury automobiles) and that have historically been considered stable technology have been transformed by the Japanese, whose flexibility at the enterprise level served as a basis for continuous innovation (Schumann et al. 1994; Herrigel 1995 Herrigel , 1996 .
The key organizational advantage of Japanese companies that has allowed them to generate superior performance relative to their German competitors seems to be their capacity to achieve cro s s -f u n c t i o n a l integration on the shop floor and in management stru c t u re s . 4 G e rm a n enterprises, like their Japanese counterparts and in contrast to most American companies, attained considerable hierarchical integration of technical skills in the postwar period. However, two key features of the German system that facilitated hierarchical integration-specialized skills among production workers and functional divisions within management-impeded cross-functional integration (Schumann et al. 1994, 643-664; Herrigel 1995 Herrigel , 1996 Jürgens and Lippert 1997) . As pointed out by Herrigel, the results of this failure to facilitate cooperation across functions are readily apparent in the development of new prod u c t s :
Each time a new product or a new technology is introd u c e das opposed to an old one that is customized for a customer-the various roles that each of the categories of skill and management will play in the production and development of the new p roduct must be bargained out. Each currently existing cluster of expertise and institutional power, naturally, wants to part i c ipate; each has its own ideas and solutions; each defends its turf against encroachments from the others; each takes for granted that it should have a legitimate place in the new arr a n g e m e n t within the firm. Electrical masters and technicians, for example, will fight with mechanical ones both on the shop-floor and in the design studios over diff e rent kinds of technical or manufacturing solutions to problems that have direct consequences for the amount and character of work that each will have to do and on the overall value that their role within the firm will contribute to the value of the product. (Herrigel 1996, 42) Corporate Governance in Germ a n y
To remedy this failure, German industry must move from one system of organizational integration to another and that will require a difficult, yet n e c e s s a ry transformation of enterprise stru c t u re and social institutions. In all of the industries in which they have previously been stro n g , G e rman enterprises are still able to produce and export quite successf u l l y. They are likely to continue to be able to do so for some time, despite intensified competition, because of their depth of organizational capabilities. Indeed, the temptation to live off existing capabilities is perhaps the major obstacle to organizational transformation. However, in the absence of a creative response from enterprises in these industries, the future does not look bright for the capacity of German industry as a whole to generate wealth for more and more people on a sustainable basis. It is unlikely that the high-technology sector of the economy, given its current condition, will be capable of making up for the loss of wealth-generating capacity in the medium-technology industries. Indeed, the deficiencies of the German system of governance with regard to cross-functional integration have arguably proven even more debilitating in industries such as computers and semiconductors.
Financial Challenges
Critical to the responses of German enterprises to competitive challenges will be the extent to which financial commitment is forthcoming. Financial commitment has been more robust in Germany than in the United States, but whether it will continue to be so is open to question. Growing pressures for financial liquidity are rooted in the rising level of savings generated by the country 's postwar economic success and increasing intergenerational dependence.
The Changing Structure of Private Financial Assets
The federal government's control of interest rates after the war limited interest rate competition among banks and between banks and savings i n s t ruments provided by other financial enterprises (Francke and Hudson 1984, 81) . The objective of this restriction was to stabilize the banking system and thus protect depositors; its effect was seen in the channeling of the majority of German savings into the banking sector. In 1970, as Table 1 shows, claims against banks (bank deposits plus savings and loan deposits) accounted for 60 percent of the financial assets of German households and over three-quarters of these bank deposits were in savings deposits. During the 1970s investors began to move out of bank deposits and into higher yielding savings instruments. As Table 1 shows, from 1970 to 1992 the proportion of financial assets held as savings deposits in banks almost halved and the shares of insurance and fixed-income securities showed substantial gains. In the early 1990s mutual funds (investment fund certs) increased their share of private financial assets; by the end of 1993 they accounted for 6.3 percent, up from 2 percent at the end of 1980 (Deutsche Bank Research Bulletin, January 9, 1995, 8).
The absolute volume of private financial assets also expanded dramatic a l l y. Between 1972 and 1988 the financial assets of German households rose 290 percent as their total income increased 150 percent. By the end of 1988 households had accumulated a massive DM 2.6 trillion (gross) in financial assets, which amounted to nearly twice their annual disposable income (Deutsche Bank Research Bulletin, June 1989, 10). By the end of 1993 private households in Unified Germany had financial assets amounting to nearly DM 4.2 trillion, of which 94.5 percent was held by We s t G e rman households (Deutsche Bank Research Bulletin, January 9, 1995, 6) .
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The changes in the stru c t u re and level of financial assets in Germany are striking. Yet the pre s s u res for financial liquidity, although incre a s i n g r a p i d l y, have been much weaker than in the United States. The Germ a n savings system has generated nothing approaching the vast liquid funds under management by U.S. financial institutions; in 1995, for example, institutional investors in the United States held financial assets of US $11,871 billion compared with US $1,113 billion held by German institutions (OECD 1997, 20) . Pension funds account for a substantial pro p o rtion of the diff e re n c e . T h e re has been a significant increase since 1960 in personal provision for pensions in Germany through contributions to life insurance enterprises and private pension funds; in 1989, 32.7 percent of households' total net acquisition of financial assets was placed with insurance companies, compared with 18. 1 percent in 1960 (Edwards and Fischer 1994, 53) . Nevertheless, the financial assets held by German pension funds are, at US $65 billion in 1995, low compared with the US $4,156 billion held by American pension funds (OECD 1997, 22) . The d i ff e rence is even more striking when one compares financial assets of pension funds as a percentage of GDP; in the United States in 1995 the f i g u re was 59.8 percent, compared with 2.7 percent in Germ a n y.
Another reason for the lesser pre s s u re for financial liquidity in Germany is restrictions on the pro p o rtions of the assets of pension funds and insurance companies that can be held in diff e rent types of financial instruments. For example, the limit for domestic equities is 30 percent (that limit was only 5 percent until 1990) and 6 percent for foreign equities. In 1994 Germ a n pension funds put about 72 percent of their assets in domestic bonds and only 9 percent in equities (Queisser 1996, 14) .
The diff e rence between Germany and the United States in pension funds under management by financial institutions also reflects the way in which German employers fund the pensions they provide to employees. Employer pensions were originally introduced as elements in the compensation packages off e red to key workers to keep them with specific companies, mainly larger companies, when labor markets became tight in the mid 1950s. In recent periods of higher unemployment, some companies have reduced these benefits. Moreover, changes in the pension law in 1974 that allowed workers to transfer their pension from one company to another reduced the effectiveness of this device for retaining workers. Nevertheless, employer pensions still represent a significant accumulation of pension liabilities in the German economy; in 1993 the total pension obligations of companies amounted to about DM 460.6 billion (Queisser 1996, 12) .
Nearly 60 percent of the funds earmarked for the payment of company pensions remains in the company as book reserves. The company builds up its pension reserves (Pensionrückstellung) and the increases in its pension liabilities are tax deductible. The company is permitted to invest the funds allocated to pension obligations in the normal course of its business. In effect, this system affords the company a tax-free source of finance for investment; in the period 1980 to 1989 company pension funds were used to finance almost 5 percent of the net investment of p roducing enterprises and thus re p resent a more important source of finance for industrial enterprises than equity issues (Edwards and Fischer 1994, 54) . For large manufacturing corporations provisions for pensions were even more important, accounting for nearly 15 percent of their net investment in the period 1970 to 1985 (Edwards and Fischer 1994, 128) . Major German corporations have enormous pension re s e rves on their balance sheets; as one commentator put it, "Siemens has over DM 14 bn of pension re s e rves and can be compared in this respect with a good medium-sized life insurance company" (Hauck 1994, 557) .
The importance of book reserves has fallen from 67 percent of all occupational pension assets in 1981 to 58 percent in 1991 (Ahrend 1995). In contrast, the share of employer pension assets accounted for by dire c t insurance through life insurance companies has increased from under 5 p e rcent in 1981 to 11 percent in 1991 (Queisser 1996, 14; Ahre n d 1995) . Nevertheless, the accumulation of book re s e rves remains the p revalent practice with re g a rd to German employer pensions and thus limits pension funds under management by financial institutions compared with the United States.
The most important reason for the difference between Germany and the United States in pension funds is the importance of the public pension system in Germ a n y. The German public pension system accounts for nearly 70 percent of the retirement income of pensioners, while the U.S. Social Security system contributes about 40 percent (Tu rner and Watanabe 1995, 136). As a pay-as-you-go system, the German system generates no reservoir of surplus funds to be allocated. Instead, almost 75
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Crisis in the Financing of Pensions
There has been a steady increase in the contribution rate to finance the pay-as-you-go pension system; it has risen from 14 percent in 1960 to 20.3 percent in 1997 (Deutsche Bundesbank Monthly Report , S e p t e m b e r 1997, 42). A further increase in the contribution rate to 21 percent in 1998 was forestalled only by an emergency measure agreed to in April 1997 to raise VAT by one percentage point to 16 percent. The funds required to finance the pension system are expected to rise still further in the decades to come as growing life expectancy and a decline in fertility contribute to a double aging process. The OECD has forecast that by 2040 pension costs will amount to an enormous 18 percent of GDP (Roseveare, Leibfritz, Fore, and Wurzel 1996) .
Demographic trends are not the only source of increased pre s s u re on the financing of the German pension system. They are compounded by labor market pre s s u res. All major OECD countries have experienced a decline in labor force participation by the elderly, but the German participation rate is now among the lowest of these countries. It is just over half the U.S. rate and much lower than the Japanese rate. Some scholars have attributed the G e rman trend to the stru c t u re of the state pension system, which pro v i d e s g e n e rous incentives to re t i re and, until re c e n t l y, did not decrease with age in a manner that was actuarially "fair" (Börsch-Supan 1991).
The low average retirement age also reflects German companies' use of inducements for workers to retire early as a means of downsizing. During the 1980s restrictions on the use of the early re t i rement scheme for unemployed workers were eased by lengthening the maximum period for receipt of unemployment benefits. By 1984, 6 percent of new re t i re e s qualified under the early retirement scheme for unemployed workers, up from less than 2 percent in 1974 (Abraham and Houseman 1993, 27) . This trend was strengthened in 1987 when, for workers aged 54 and o v e r, the maximum period was increased from 12 to 32 months. Thus companies could take advantage of the scheme to re t i re workers as young as 57 years and 4 months since the customary retirement age was 60 (Abraham and Houseman 1993, 27) .
In 1984 the government introduced a new scheme to permit early retirement for private sector workers who reached the age of 58 during the years 1984 to 1988 or who were already over 58. The company was required to pay the early retiree at least 65 percent of his or her previous gross income until the retiree became entitled to collect a state pension (at age 63 for men and 60 for women). The proposal was intended as a t e m p o r a ry measure to ease the unemployment situation (E u ro p e a n Industrial Relations Review, January 1984, 9-10; June 1984, 7-9) . It was tied explicitly to this objective by allowing the company to cut back more than half of its payment to the retiree if the vacated job was filled by a registered unemployed person. The new scheme did not prove popu l a r, seemingly because it was financially more attractive to employers than to employees (Abraham and Houseman 1993, 27) .
Early re t i rement schemes for the unemployed remained a relatively lowcost means for employers to reduce their workforces notwithstanding the g o v e rn m e n t 's attempts to shift some of the costs of these programs from the state pension funds to individual employers. Since 1982 a company has been obliged to reimburse the Federal Labour Office for unemployment benefits paid to older workers whom it has "fired" and who are waiting to take early re t i rement, unless this would be a threat to the company in light of its precarious economic situation (Bosch 1990, 36) . Many companies claim an exemption on these grounds (Abraham and Houseman 1993, 27) .
In recent years early re t i rement due to unemployment has risen sharply; 190,000 people, or 21 percent of all those making pension claims, applied for early pensions in 1994, and in 1995 the number had increased to 290,000 with an average re t i rement age of 59.9. In 1995 alone the total cost of early pension claims was DM 69,000 million, of which DM 37,000 million was paid by the statutory contributory pension funds, DM 27,000 million came from unemployment insurance, and DM 5,000 was paid by employers (E u ropean Industrial Relations Review, September 1996, 24-26) . G e rman reunification contributed to the growing burden of early re t i rement in the 1990s. As part of this process the welfare system, including the pension scheme, was extended to cover the whole country. The re s t ru c t u ring of industry in east Germany has left many older workers jobless and claims for pensions in the east increased from 373 in 1992 to more than 180,000 in 1995 because of rising unemployment (E u ropean Industrial Relations Review, September 1996, 24-26) .
Disability pensions have also grown in importance since the definition of disability was broadened in 1969 by the German courts. In 1995 those in receipt of disability pensions accounted for about 26 percent of all pensioners (Queisser 1996, 8) . The system now makes provision for occupational and general disability. Occupational disability pension benefits can be claimed when a person's earning ability falls by more than 50 percent and are equivalent to two-thirds of the benefits under a norm a l pension. General disability pension benefits, paid to those who are cons i d e red to be permanently incapable of earning a basic income, are equivalent to normal pension benefits (Queisser 1996, 8) .
Early re t i rement and disability pensions increase the pre s s u res on the pension system beyond those created by the growing old age dependency ratio. In 1994 only 29 percent of new pension benefits awarded were paid to people retiring at "normal" retirement age (Queisser 1996, p. 18) . How Germany deals with the problem of supporting more and more people in old age will have critical implications for financial commitment in corporate governance. Growing concern about the funding of pensions and the desire to change the pension system may well provide an impetus towards financial liquidity.
When corporations are successful in their innovative investment strategies, they can generate returns that can help fund not only an expanding number of well-paid and stable employment opportunities but also, directly or indirectly, the retirement system. But conflicts about the allocation of corporate re t u rns to employment and re t i rement can arise when corporate decision makers face a new competitive environment in which investments in productive resources do not generate the returns they did in the past and when retirees (both present and future) demand higher incomes. How pensions are financed (in particular, whether they are pay-as-you-go or funded) affects present and future retirees' interest in maintaining the employment base. The method of financing pensions also has an important influence on the resolution of conflicts between the allocation of returns to employment and to retirement.
Many economists contend that a system funded through investment in financial assets is preferable to a pay-as-you-go system because funneling pension money through financial markets increases the pool of funds currently available for productive investment. From what we know about patterns of corporate financing, however, there is little empirical support for this contention. Notwithstanding the prevalence of the assumption that portfolio investors, especially public shareholders, finance corporate investment in productive capabilities, examination of patterns of corporate financing consistently reveals the minor importance of the stock market as a source of finance. Internal sources-undistributed profits and capital consumption allowances-have always provided, and continue to provide, the financial resources that are the foundations of investment in productive capabilities. 5 Indeed, rather than increasing the availability of finance for investments in productive capabilities, a pension system funded through investments in financial assets may undermine the financial commitment for investments in productive capabilities. When pensions are financed through a pay-asyou-go system, re t i rees have a direct interest in a system of corporate gove rnance that maintains the employment base today and in the future . Funding pensions by investing in publicly traded securities breaks the d i rect link between employment and re t i rement and gives those with accumulated financial assets substantial incentive to support policies that enhance financial re t u rns even at the expense of employment. It may be that pension payments, however they are financed, can be sustained only if investments are made in the present that enhance productivity in the f u t u re. However, once the explicit link between employment and re t i rement is broken, there is nothing in the short term to restrain the demands of individual re t i rees for financial liquidity.
Responses to the Challenges
The productive and financial challenges outlined above interact with one another through the effect on pension obligations of the use of early re t i rement as an instrument of industrial rationalization and t h rough the effect on indirect labor costs of the growing strains in financing pensions. In combination, these pre s s u res may well challenge the foundations of the entire postwar system of corporate govern a n c e . By analyzing how those with substantial interests in the allocation of G e rman corporate revenues have responded to the productive and financial challenges, we can gain some insight into the possible implications for govern a n c e
Responses to the Productive Challenges
From the early 1980s there were growing concerns within the German labor movement about the continued reliance on early re t i re m e n t schemes as a means of reducing the workforce. The early re t i re m e n t schemes were becoming more difficult to implement in industries in which employment had been falling for some time (such as steel, shipbuilding, coal mining, and consumer electronics) because the pool of workers eligible for early retirement schemes had diminished. The labor movement was also concerned that the government was going to tighten the eligibility re q u i rements for these schemes and make them more expensive for individual companies. Employers also seemed less and less willing to use temporary measures such as short-time work because they increasingly regarded the challenges that German enterprises confronted as structural problems (Bosch 1990, 35-36) . Moreover, with unemployment on the rise from the early 1980s, it was clear that, to generate broad-based prosperity, much more was required than a preservation of existing jobs; new jobs had to be created.
Led by IG Metall (Germany's largest trade union, representing workers in metal and engineering industries), the unions responded to this situation by launching a major campaign in 1984 for a shorter workweek; they demanded a 35-hour week without any reduction in pay. When negotiations between the employers' organization and the unions broke down, IG Metall struck. The strike was the worst in the history of G e rm a n y. It lasted nine weeks and involved about 455,000 workers: 58,000 officially on strike, 147,000 locked out, and 250,000 out of work due to a lack of supplies (Baethge and Wolf 1995, 240) . The strike ended when the employers agreed to reduce average working hours to 38.5 a week on the condition that they were allowed to meet the 38.5 hour target only for the average worker in an enterprise.
F rom labor's perspective, an important unintended consequence of the 1984 agreement was the decentralization of negotiations over the allocation of working time from the industry level to the plant level. 6 Since working time was to be set at the plant level, works councils assumed g reater importance in negotiations. Decentralization, there f o re, added more importance to the role the works councils played in the bargaining process regarding the introduction of new technologies (Katz 1993) .
The Works Constitution Act of 1972 gave works councils access to information but not codetermination rights with respect to rationalization measures undertaken by employers. The councils could, however, use their codetermination rights in other areas to exert an indirect influence on the process of technological change (Müller-Jentsch 1995; Thelen 1991, 184) . In practice, works councils, especially in small-and medium-sized enterprises, often found themselves overwhelmed by the i n c reasing demands placed on their capacities and re s o u rces. In many cases, worker involvement was limited to negotiating with management about already developed plans for the organization of work (Altmann 1992, 368-370, 377-378) . Not only did the councils lack the means to resist employers' demands, they also lacked strong incentives because of concerns that resistance would lead to job loss for members of councils and the workers they represented (Müller-Jentsch 1995).
In the 1980s the German unions began to take a much more critical stance toward technological initiatives put forw a rd by managers. 7 I n i t i a l l y, they tried to influence the interaction between technological change and organization in an indirect way through support of increased training and retraining for workers and an overhaul of the traditional a p p renticeship programs (Baethge and Wolf 1995, 247) . The unions hoped that the availability of trained workers would convince employers to re o rganize work in a way that would allow them to use their skills (Streeck 1989) . The federal and state governments also increased their s u p p o rt for apprenticeship training during this period. In response to g o v e rnment appeals to take on apprentices-and an implied threat to mandate such training positions otherwise-employers made more training positions available (Winkelmann 1996, 663) ; whereas the number of a p p renticeships available had been 5 percent below the demand for them in 1984, by 1990 there was a surplus of 11 percent (Casey 1991, 206) .
The effectiveness of these union-and govern m e n t -s u p p o rted pro g r a m s was undermined, however, by the ongoing changes in production technologies. The difficulty in keeping abreast of them was evidenced by the s h o rtage of production workers with requisite computer skills. As a result, investments in further training became increasingly important for enterprises to regain or maintain competitiveness (Mahnkopf 1991, 68) . In contrast to initial vocational training provided by the employer, which was heavily regulated and relied on extensive mediation by the union and the works council, further training became almost entirely at the discretion of employers. The trend toward increased further training meant that:
the p u b l i c c o n t rol of initial training is losing its formative function for the occupational biography of the participants. In the future , f u rther training measures organized at plant level, i.e., by p r i v a t e economic interest, will decide the distribution of social status, incomes, social privileges and social recognition. Thus, private f i rms can determine, on the basis of profitability considerations, which groups of employees will receive additional qualifications and who must obtain them during or outside working hours by way of a "voluntary" commitment. (Mahnkopf 1991, 77) To be able to do more than merely ratify managerial decisions about investments in skill formation, the unions had to go beyond their traditional channels of re p resentation. In 1984 the DGB union federation launched a "cod e t e rmination initiative" that had as its goal the dire c t participation of employees in the design of their work in a humane manner (Altmann 1992, 378; Fricke 1986) . IG Metall formulated a program for labor participation in decisions about the development and utilization of technology. Its strategy emphasized the importance of local involvement and relied heavily on the cooperation of works councils. The role of the union was to encourage works councils to take a more proactive stance on technology issues with employers by providing the councillors with training and information on real-world experiences in selected model plants and by educating them about economically viable forms of work organization. By the late 1980s IG Metall had developed a c o h e rent and practicable vision of work organization called Gruppenarbeit or "group work" (Thelen 1991, 180-200; Turner 1991) .
The DGB and IG Metall initiatives met with limited success in the late 1980s. The majority of employers displayed little interest in group work and were resistant to extending workers' cod e t e rmination rights over the development and utilization of technology. When the Wo r k s Constitution Act was amended in 1989 to specify more clearly the consultation and information rights of workers with respect to the introduction of new technology, the main employers' organization (BDA) complained that works councils already had more rights than anywhere else in the world and to extend those rights would interfere unduly with managerial decision making. The unions had their own objections to the amendment since it did not provide workers with codetermination rights over the introduction of new technology.
One can find examples of companies that took an "anthro p o c e n t r i c " a p p roach to technological change during the 1980s, but the pre d o m inant approach was "technocentric" (Altmann 1992, 367 ; Altmann, K ö h l e r, and Meil 1992) . The main objective of re s t ructuring eff o rts in companies was the development of factory automation. By the end of the decade components of computer-integrated manufacturing systems had spread throughout German enterprises, although they had not been integrated into anything approaching a technocratic dream of a "factory of the future" (Köhler and Schmierl 1992; Jürgens, Malsch, and Dohse 1993) .
In addition to adopting new technology to maintain competitiveness, employers also displayed increasing concerns about the costs of production, especially, the labor costs in Germ a n y. Unions had traditionally responded to employers' concerns by pointing to the highly skilled G e rman workforce and the export market success of German industry. As the country 's competitive position showed signs of deteriorating in the 1990s, however, employers rejected this argument and warned that they would be forced to relocate production abroad if drastic action was not taken. In the words of Hans-Peter Stihl, president of the Association of German Chambers of Industry and Commerce and owner of Andreas Stihl, a chainsaw manufacturer near Stuttgart, "We have a cost crisis that has caused something of a structural crisis. Either German unions will accept substantial reductions in incomes and wages or we will lose m o re jobs. We also have the possibility of moving more jobs abro a d " (New York Times, February 13, 1996) .
Employers claimed that they could not afford to keep high-cost German workers employed given the intense competition in international product markets. According to a survey by the IW Research Institute (a policy think tank supported by industrial associations and private companies), unit labor costs, calculated on the basis of exchange rates against the deutsche mark, rose by 30.2 percent in Germany from 1985 to 1992, the fastest rate among almost all the major trading part n e r s included in the survey. The IW Research Institute did acknowledge that the relative increase had more to do with the growing strength of the deutsche mark than with an increase in domestic costs, but whatever the reason, they argued, the fact was that Germany had the highest unit labor costs of any major industrial nation (European Industrial Relations Review, February 1994, 13-17) .
Employers rallied against collectively bargained wage increases and called instead for plant-level agreements. There had been a strong trend in that direction before the early 1990s (Katz 1993) , but it rapidly gained momentum when the economy went into recession in 1993. In general, the recession prompted concession bargaining (Sadowski, Schneider, and Wagner 1994, 534) , and Standortsicherungs ("location guaranteeing") a g reements became widespread at the plant and enterprise levels. The common feature of these agreements is an acceptance of a reduction in labor costs by the works council or union in exchange for a guarantee of employment security. They differ substantially with respect to their details, with some focusing primarily on cost cutting and others including more proactive measures to improve competitiveness (Jürgens 1997) .
Industry-level studies generally support the view that the key challenge to German competitiveness lies in productivity rather than in cost differences. In the automobile industry, for example, average gross value added per employee during 1981 to 1990 was DM 92,000 per year in Germany and DM 131,000 in Japan (Roth 1997, 123) . However, productivity diff e rences do not explain competitive problems; they are symptoms of them. Moreover, productivity is a useful concept in understanding competitiveness only when it is studied over the long term. Once companies move away from traditional ways of doing business, once they start transf o rming technologies and organizations, productivity measures become muddy, and sometimes quite inaccurate, measures of potential competitive strength. If companies are pursuing developmental strategies, shortt e rm productivity generally has to be sacrificed in the expectation of achieving long-term gains. Indeed, productivity measures that look good in the short term could even be symptomatic of a failure to undertake innovative strategies.
The key to the competitive challenge lies neither in short-term productivity nor in cost diff e rences but in organization. Although wage restraint and increased working hours may well be elements of a creative response by enterprises to this challenge, they will not be enough to lay the foundations for sustainable prosperity in the German economy. In recent years, there seems to have been growing recognition among employers of the need for organizational transformation. In the automobile industry in part i c u l a r, "the lean production revolution" that got u n d e rway in 1991 forced a recognition of the importance of org a n i z ational issues for enterprise perf o rmance. Yet, the obstacles to bringing about a transformation of industrial enterprises' organizational and institutional environment are formidable. Herrigel describes what he calls "self-blockage," the obstacles to transformation set up by stakeholders, be they workers or managers, who have entrenched interests to protect.
[F]ew producers, large or small, have had success up until now in being able to overcome the opposition of entrenched groupings of skilled workers threatened with the loss of status through incorporation into teams that deny the boundaries of former jurisdictional specializations or of independent departments, reluctant to have their functional areas of power within the firms re d e f i n e d and diluted through recomposition with other areas. It is difficult, after all, to tell workers and managers who with considerable legitimacy understand themselves as having contributed significantly to the traditional success of high quality manufacturing in G e rmany that their roles have become obstacles to adjustment. (Herrigel 1996, 43) It is an open question whether those with powerful interests in the existing system of governance have the requisite abilities and incentives to bring about organizational transformation. Certainly there is no consensus on how organized labor should proceed. The stronger unions, such as IG Metall, have always been concerned that works councils, left to their own devices, would contribute to a segmentation of the workforce by consolidating the interests of insiders. But the unions face a similar dilemma themselves. Mahnkopf casts the current situation facing the unions in pessimistic terms. On the one hand, they run the risk of being denounced as barriers to progress if they obstruct employer strategies. On the other hand, a "skill-oriented modernization strategy" risks strengthening social inequalities by creating "an ideological alliance between the ' h a rd-working' and 'successful' against the 'indolent' and 'incapable'" (Mahnkopf 1991, 77) . As unemployment grows and cuts into union Public Policy Brief membership, however, even the most powerful unions are displaying a defensive pragmatism in response to employer strategies.
Employers have certainly shown that they are willing to tackle what they consider to be excessive wages and insufficient working hours even when it involves confrontation with the unions, as happened, for example, in 1996 over the issue of sick pay. Nor have wage restraint and productivity gains stopped the wave of corporate layoffs that began in 1991.
What is not clear, however, is whether employers have the abilities and incentives to tackle organizational transformation. To focus on technology and labor costs, as many managers have done, is to obscure the nature of the problem. Progress in dealing with organizational issues has been patchy, as is evident from Jürgens's recent evaluation of the development of teamwork in the automobile industry:
In the more than five years since the adoption of lean production by German companies, major differences in the degree of emphasis on teamwork have become evident. Some manufacturers have achieved almost full integration of their workforces into teams, while others are . . . in a pilot stage. The diff e rences cannot be explained by blockades and controversies in the industrial re l ations arena, however. Rather, operations managers often hesitate to introduce far-reaching changes, while top-level managers have other priorities. (Jürgens 1997, 111) If the German system of governance faced only productive challenges, serious as they might be, one could have some confidence that a consensus between labor and employers could be achieved to permit the reallocation of re s o u rces necessary to develop the organizations re q u i red to rebuild an innovative dynamic in the German economy. The confluence of productive and financial challenges, however, makes the achievement of this outcome much less likely. It provides scope for those with interests in financial liquidity to use their growing power to live off what has been accumulated in the productive economy in the past.
Responses to the Financial Challenges
The initiatives undertaken by the government so far to improve the funding situation in the state pension system have focused on adjustments within the pay-as-you-go framework. The most important legislation to date is the Pension Reform Act of 1989, which took effect in 1992. It was motivated by the expectation, based primarily on projections of demographic aging, that contribution rates would have to rise to unsustainable levels in the early decades of the next century to support the existing pension system. The act raised the statutory retirement age to 65 by 2001, making early re t i rement more difficult in the future. If workers wish to re t i re before age 65, they have to take a 3.5 perc e n t reduction in their annual pension benefits (compared with a 6.6 percent reduction in the United States), and beginning in 2001 the earliest age at which they can retire will be 62 (Schmähl 1993) .
The effectiveness of the 1992 reform of the pension system depended on the enterprises' employment strategies and general conditions in the labor market. However, the major workforce reductions in West German i n d u s t ry during the first half of the 1990s and the ongoing process of re s t ructuring in East Germany increased the demands for benefits as claims for early re t i rement due to unemployment continued to rise. Rising unemployment also reduced the number of contributors to the system. Notwithstanding the re f o rm, there f o re, the contribution rate had to be increased to make up the shortfall after 1993.
It was in this context that new legislation was introduced in August 1996. The law aimed to raise the minimum early retirement age for men in steps from 60 to 63 over the period from 1997 to 1999. Employees who want to retire before age 63 will have to accept a 6.3 percent cut in their annual pension benefits before they reach 63. Men aged 55 and older by February 1996 were exempted, as were women, employees with disabilities, and employees in the iron and steel industry under certain circumstances. The law also included measures to encourage employees over age 55 to work part-time prior to re t i rement. Workers can halve their working hours and receive 70 percent of their incomes. Employers are required to pay only for the hours worked; the unemployment insurance fund makes up the diff e rence if the employer hires another employee to work the half job made available (E u ropean Industrial Relations Review, September 1996, 24-26) .
The contribution rate was increased again in 1997. In 1998 the gove rnment introduced a draft of a new pension re f o rm bill, which was originally slated for 1999. The draft proposed eliminating the early re t i rement pension for unemployed workers and for women in 2012. A d d i t i o n a l l y, the right to early re t i rement would be granted only to those who had paid contributions for at least 35 years, age 62 would be the earliest a worker could retire with benefits, and early retirees would take a 3.6 percent reduction in annual pension benefits. The draft also proposed a reduction in the contribution rate by increasing the federal grant and tightening substantially the eligibility requirements for disability pensions (Deutsche Bundesbank Monthly Report , December 1996, 42-46) . The SPD (Social Democrats Party), however, refused to support the govern m e n t 's pension re f o rm and called on the ruling coalition to instead raise VAT rates to finance the shortfall in the pay-as-you-go pension system.
The trend of pension reform in Germany is clearly toward harsher measures, but as yet the changes do not constitute a major rethinking of the pension system. Proposals for a fundamental overhaul of the system (for example, replacement of existing statutory pensions by a flat-rate minimum pension and a change from the pay-as-you go system to a funded pension scheme) were mooted around the time of the 1989 legislative reform, but they were put forward primarily by academics and were not taken seriously by mainstream parties in the political debate. All of the political parties, except the Green Party, supported the 1992 reform, as did the trade union and employer organizations (Schmähl 1993, 42) .
The pressures are, however, increasing. The financing problems are serious and worsening. They are, moreover, directly linked to the Standort debate. The government is certainly concerned about the viability of G e rmany as an industrial location; in September 1993 it published a re p o rt called "Securing Germ a n y 's Future as an Economic Base" in which Chancellor Helmut Kohl warned of the consequences for G e rm a n y 's international competitiveness of rising labor costs, falling working hours, and longer holiday entitlement (E u ropean Industrial Relations Review, February 1994, 13-17) . After 1982 Kohl's government u n d e rtook various legislative initiatives, such as the Employment Promotion Act of 1985, in an attempt to deregulate the labor market.
On issues of labor market policy in general, the government has lined up with employers. However, the politics of pensions and the welfare state as a whole are more complex for the German government than labor market reforms have been. Employers have already clashed publicly with the government on the pensions issue. For example, Hans-Olaf Henkel, p resident of the Federation of German Industry, dismissed the VAT increase as another attempt by the government to put off an overhaul of the pension system. But if unemployment continues to rise and if the financing situation in the pension system continues to deteriorate, the government may be forced to introduce more radical measures.
Whatever their source, significant changes in the German pension system would undoubtedly entail some move to funding or increased private pension provision, whatever the merits of these strategies for equitable retirement provision. Already there is a project to establish a legislative framework for a new personal pension vehicle. There is also the possibility, as shown by the case of Deutsche Shell in late 1997, that some employer pensions will be moved out of company financing into market-based instruments. The implications of any move to market financing of pensions for the financial system and, in particular, for press u res for financial liquidity would be substantial. According to Josef Wertschulte, a director of Bayerische Hypotheken-und Wechsel-Bank, "[P]ension funds could total between DM 1,600 bn and DM 2,000 bn in 10 years if the right legal and tax conditions were created. This would double the size of the present equity market" (Financial Times, February 17, 1997, 20) . The evidence on the relationship of the stock market to the process of economic development in the advanced industrial economies does not suggest that such a deepening of the German equity market would lead to an increased allocation of funds to prod u c t i v e investment. To the contrary, it is more likely to promote escalating demands for financial liquidity among those with accumulated financial assets and thus undermine the financial commitment necessary to support the development and utilization of productive resources (Lazonick and O'Sullivan 1997a, 1997b) .
Key players in the German economy have significant incentives to support p re s s u res for greater financial liquidity. Germany has one of the most extensive banking networks in the world and in recent decades competition for savings among banks has rapidly intensified. All three sectors of the banking industry-savings banks, cooperative banks, and private banks (including some of the biggest banks in the world)-have been active participants in "the battle over the piggy bank" (Oberbeck and Corporate Governance in Germ a n y Public Policy Brief Baethge 1989, 287) . By the end of the 1970s the major insurance companies had also become formidable competitors for the savings of Germ a n people. Competition for savings has provided these financial enterprises with strong incentives to promote liquidity in the German economy.
Arguably, the large private banks-Deutsche Bank, Dresdner Bank, and C o m m e rzbank (the alleged "patient capitalists" of the German economy)-have particularly strong incentives to support higher returns on financial assets. They have less to lose than the savings and cooperative banks (with a combined total of 80 percent of savings deposits) through the disintermediation that has already and will continue to result from the widespread introduction of market-based savings instru m e n t s .
M o re o v e r, with their access to high-income Germans through their retail networks and their experience in securities markets at home and abroad, they are well positioned to exploit the profit potential of these new savings instruments. They have already been active in introducing these instruments and in promoting an "equity culture." G e rman insurance giants, such as Allianz, have also been eyeing the business opportunities in asset management that would be available to them if t h e re is a greater trend toward financial liquidity. Because Allianz has substantial holdings in other financial enterprises (for example, it owns 22 p e rcent of Dresdner Bank and 26 percent of Munich Re), its incre a s e d i n t e rest in asset management will be highly significant for the future of the G e rman financial sector (E u ro m o n e y, January 1997, 41-48).
The overhaul in recent years of the re g u l a t o ry framework of the Germ a n financial markets has facilitated the intensification of competition in the financial sector (Story 1997). These legal changes have been largely supp o rted by the major financial enterprises and actively promoted by them in certain spheres. To characterize these companies as "patient capitalists" seems particularly misguided in the 1990s. Arg u a b l y, it has long been a m i s n o m e r. The big banks acquiesced to a system that provided Germ a n enterprise with financial commitment-largely through restrictions on competition among savings instruments and in the securities marketsbecause that system advanced their profit interests. As Germans have g rown wealthier and competition for their savings has intensified, howe v e r, the banks increasingly see their interests as being better achieved by replacing financial commitment with financial liquidity.
To date, efforts by financial enterprises to promote demands for higher yields among broad sections of the German population have yielded limited but growing success. The stock market is already highly liquid but largely because of the influential role played by foreign investors (some of these foreign investors are Germans recycling their money thro u g h international financial markets to avoid domestic taxes). The market is not, as yet, very deep. Notwithstanding changes in the stru c t u re of German savings in recent decades, equity holdings as a percentage of private financial assets remain low in international comparison. The appetite of households for equities has, however, been rapidly increasing in recent years. The pro p o rtion of Germans owning shares incre a s e d f rom 5.4 percent in the early 1990s to 7.6 percent in 1995 and then again to 8.8 percent in 1997 (Deutsche Bank Research Bulletin, January 9, 1995; Economist, December 6, 1997) .
The Future of German Corporate Govern a n c e
If the trend toward financial liquidity continues, and particularly if it gains a major boost from re f o rms of the pension system, it is plausible that German financial enterprises may find willing allies in the country's corporate managers attracted by the possibilities to enrich themselves.
The new managerial rhetoric of shareholder value at leading companies such as Daimler-Benz, Hoechst, and Siemens is certainly striking in historical context, but at this point it is difficult to assess its likely implications for the German system of corporate governance as a whole. Many Germans, and continental Europeans in general, are sanguine about the possibility that this type of behavior will take hold among German managers. Nevertheless, it is dangerous to dismiss the rhetoric of shareholder value as grandstanding or faddish. The analysis I have presented here suggests that the confluence of structural changes in the productive and financial spheres poses a formidable challenge to the existing system of corporate governance.
The U.S. experience in recent decades is instructive. Today the United States is re g a rded as a bastion of liquid financial markets, but market control over the allocation of corporate resources is a relatively new phenomenon in U.S. history. Until the 1980s organizational control dominated and ensured financial commitment. One of the most import a n t Corporate Governance in Germ a n y Public Policy Brief lessons that the history of American corporate governance teaches us is that, in the face of unprecedented productive and financial challenges to a system of corporate governance, "organization men" can be induced to be, at least with appropriate incentives for self-enrichment such as stock options, ardent proponents of shareholder value (Lazonick and O'Sullivan 1997a ).
An important difference between Germany and the United States, however, is that if German managers try to follow their American counterp a rts down the path to shareholder value, they will have to contend with a politically powerful labor movement. Already the German advocates of shareholder value have been attacked by workers and their representatives, at least for their more blatant attempts to introduce "casino capitalism." A strong labor movement does not, however, ensure that the foundations of sustainable prosperity will be regenerated in Germany. Perhaps the biggest risk that the German system of corporate g o v e rnance now faces is that German labor and finance will insist on pursuing their own independent strategies to extract returns from industrial enterprises and the system will dissipate into a "stakeholder economy" in which different interest groups fight for their claims to corporate returns without any concern for whether these returns are sustainable. In many ways this is what happened in Britain in the 1960s and 1970s, with serious repercussions for the long-run competitiveness of British industry.
The institutional diff e rences between Germany and Britain may allow German corporate governance to tread a different path. In Germany, in contrast to Britain, the foundations for organizational control were put in place long ago and they persist despite enormous pre s s u res. These foundations provide the possibility for the coordination of financial, l a b o r, and managerial interests to institute a new system of org a n i z ational control that allows a regeneration of the basis for sustainable prosperity in the German economy.
